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President Carlos Saul Menem's suggestion in mid-January that Argentina adopt the US dollar as its
currency set off a debate about the advantages and disadvantages of "dollarization" throughout the
hemisphere (see NotiCen, 1998- 02-25).
While Menem was, at least in part, attempting to distance Argentina in the minds of investors from
the crisis in neighboring Brazil, his proposal is being taken seriously and has prompted a closer look
at what dollarization might mean. Increasing globalization, efforts to create a hemispheric free-trade
area in the Americas, and the danger of contagion from economic problems in Brazil all contributed
to Menem's suggestion that Argentina "dollarize" the economy.
In addition, the European Union's adoption of the euro as its common currency spurred Menem to
call for countries within the Southern Cone Common Market (MERCOSUR) to consider a common
currency. "It's shocking for a country like Argentina to make this kind of a proposal," said Carlos
Fedrigotti, president of Citibank in Argentina. "President Menem has started the debate, and it has
to do with the future of not only Argentina but of the entire continent, which will have to eventually
fall under the influence of the dollar in trade, capital flows, and ultimately in geopolitics."
Menem first raised the possibility of replacing the peso with the dollar on Jan. 15, two days after
Brazil devalued its currency, the real. Government officials said Menem wanted to signal the
international investment community that Argentina would not follow Brazil's example. Some
Argentine economists say replacing the peso with the dollar would lower interest rates and boost
foreign trade and investment. Menem could make the change by emergency decree, and economists
in his administration said he would do so should the peso come under a severe speculative attack
(see NotiSur, 1999-02-29).
The conversion would be relatively easy since the peso has been pegged to the dollar since the
convertibility plan was implemented in 1991. All peso notes issued by the Argentine Banco Central
are backed by dollar or gold reserves, and government bonds, even those sold on local markets,
have been denominated in dollars. Dollars are widely used in Argentina. Many businesses accept
them, and ATM machines offer both dollars and pesos. Most mortgages and apartment-rental
contracts are in dollars. Nevertheless Menem's proposal was roundly criticized by much of the
opposition and the news media.
.On Jan. 21, Banco Central president Pedro Pou said the government has been discussing since
last July ways to protect the economy from future financial turmoil, including dollarization of the
currency. But Pou said rather than act alone, the government prefers to negotiate a treaty with
the US. Any monetary treaty would require the consent of the US Senate and both houses of the
Argentine Congress, as well as whoever replaces Menem as president early next year.
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Dollarization is seen as threat to MERCOSUR
Menem also suggested that Brazil consider pegging the real to the dollar as Argentina did.
Argentina called on other Latin American economies to consider convertibility or dollarization
to avoid devastating devaluations like the one in Brazil. Argentine officials said if Argentina and
Brazil both converted their currencies to the dollar, it could move the hemisphere toward a regional
currency like Europe's euro. Brazil gave the suggestion a chilly reception. "
In Brazil, it would not occur to anyone to substitute the national currency for the dollar," said
Brazil's Foreign Minister Felipe Lampreia. "For us, the topic does not exist." Finance Minister Pedro
Malan was even more blunt. "I don't understand the proposal," he said. "If it means eliminating
the national currency and going to the use of the US dollar, that means putting Argentina in the
same situation as Panama and Liberia, the only two countries in the world that don't have their own
currency."
Menem first suggested a single currency for MERCOSUR made up of Argentina, Brazil, Paraguay,
and Uruguay, with Bolivia and Chile as associates at the MERCOSUR summit in Ushuaia,
Argentina, in July 1997. Uruguay's Enrique Iglesias, president of the Inter- American Development
Bank (IDB), said recently in Mexico he was in favor of a single Latin American currency as a means
of coordinating social policies and encouraging regional integration.
Iglesias said the issue will be discussed in upcoming regional meetings on economy and finance,
although he acknowledged that Latin America cannot achieve the "extremely successful" euro
process overnight. Brazilian economist Carlos Langoni of the Fundacao Getulio Vargas said that the
dollarization of Argentina would not only end any movement toward a MERCOSUR currency, but
would mean the end of MERCOSUR.
"If Argentina adopts the dollar as its national currency instead of the peso, Menem will be
guaranteeing the end of MERCOSUR and throwing away years of effort to strengthen the regional
economy," said Langoni. "MERCOSUR would not be able to maintain itself with the Argentines
adopting the US currency. It would be a capitulation with precedents that would jeopardize the
development of Latin America."

Federal Reserve chairman is cautious on dollarization
US Federal Reserve chairman Alan Greenspan also threw cold water on Menem's proposal. On Feb.
24, Greenspan spoke to the House Banking Committee in his semiannual report to Congress on the
economy. He said the Fed is not ready to take on the problems of Latin American economies, and he
rejected solutions for international financial problems that would assign the Fed the role of global
firefighter.
Greenspan was asked about Argentina's proposal to replace its currency with the dollar to prevent
the capital flight plaguing its neighbors. "We have no interest in nor does Treasury have interest in
this issue of being a lender of last resort outside the US," he said, adding the Fed would oppose any
proposal to have its discount window serve banks of foreign countries that might choose to use the
dollar as their currency.
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But Greenspan said he had no problem with a country unilaterally basing its economy on the dollar.
"We do recognize that if you have a broadened set of regional areas, like say the euro for all of
Europe and the dollar, say, for a goodly part of Latin America and the US there's no question you
would get a lesser degree of instability in exchange rates," said Greenspan. "There's no question
there is very considerable value in having large currency blocks in that regard, but there are also
significant downsides as well."
Greenspan said the US is discussing dollarization with Mexico and El Salvador, as well as Argentina.
"It's an interesting aspect and inevitable aspect of the major changes underway in the international
financial system," he said. Dollarization remains a long way off Given the complexities, officials of
both Argentina and the US say negotiations that might lead to a monetary treaty would be lengthy
and extremely difficult. However, few completely dismiss the possibility that the dollar could
become the currency of Argentina and the Fed could become the lender of last resort.
Following Greenspan's statements in Congress, Argentine officials stressed their seriousness
about dollarization. With only 10 months remaining in his term, Menem has made dollarization of
the economy his top economic and diplomatic priority. Senior Argentine officials are reportedly
preparing to make a formal treaty proposal to the US. One possible proposal would give the Federal
Reserve a strong supervisory role over Argentine financial institutions. Another would "liberalize"
the Argentine private sector's ability to fire employees to make local businesses and products more
competitive on international markets.
"Dollarization of the Argentine economy is not one academic proposal among many, but a policy
decision that has been irreversibly set in motion," said Jorge Castro, Argentina's head of strategic
planning. But Economy Minister Roque Fernandez said in London on Feb. 17 that complete
dollarization in Argentina could take years. "If we are to have a monetary treaty with the US, it could
take two to three years," said Fernandez. "Without such a treaty, we will not dollarize." [Sources:
Associated Press, 01/21/99; Journal of Commerce, 01/27/99; Inter Press Service, 02/17/99; Reuters,
01/21/99, 02/18/99, 02/24/99; Clarin (Argentina), 01/24/99, 02/22/99, 02/23/99, 02/24/99; Notimex,
02/17/99, 02/19/99, 02/24/99; El Nuevo Herald (Miami), 02/24/99; The New York Times, 01/24/99,
02/25/99]
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